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Abstract 
The paper focuses on the possibility of reviewing the expected lease term after the initial recognition of the leased subject in the 
lessee’s financial statements. The determination of methodical process and assessment of the possible reassessment of lease term 
effect on balance sheet items and profit or loss is the main aim of the paper. The authors’ approach is based on the current stage 
of convergence of U.S. GAAP and IFRS in the area of leases reporting. The possible methodological procedures used in the ED 
are analyzed for the purpose of consideration and quantification of probability of the option to extend the lease term in case of 
affected financial statements items. Statistical methods are used for processing. 
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1. Introduction  
Since the beginning of the 21st century objections of many economists against the current approach to the 
reporting of leases have been arising. The current approach to lease reporting could adversely affect the decisions of 
financial statements users because very economically similar transactions may be evaluated in very different ways. 
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It could lead to irrelevant conclusions of financial statement users, especially in assessing the financial situation of 
lessee and lessor. The elementary question arises whether the retaining the current classification of the lease as the 
operating and for financial reporting purposes is justified. According the World Leasing Yearbook 2010 the annual 
volume of leases in 2008 amounted to USD 644 billion and because of the way leases are currently treated many 
leases remain off-balance sheet and forcing analysts to make their own assessments about the assets and liabilities 
arising in lease contracts. The possible way out of this situation could be seen in the current common project of 
International Accounting Standards Board (IASB) and Financial Accounting Standards Board (FASB) – Leases, 
where the capitalization of majority of lease contracts is demanded. 
2. Methodology  
The paper is aimed at quantification of the impact of the possible methods taking into account the option to 
extend the lease contract in measurement of leased asset and liability in the financial statements. The main aim of 
this paper is to provide arguments for proposing a unified approach to the consideration of options to extend the 
lease contract in a way to increase the comparability of financial statements. 
The authors’ approach is based on a methodological procedure for measurement of right to use the leased asset 
and the lease obligation, which are at the lease commencement calculated at the same basis: 
ܸܲ ൌ ܽ଴ ൅
௔భ
ଵା௜ ൅
௔మ
ሺଵା௜ሻమ ൅ ڮ, where ܽ௜= individual payments, i = borrowing rate.  
The value of the right to use and lease liability in connection with the estimated term of the lease in relation to the 
lease term and to the possibility of exercise the option to extend the lease contract and the probability of each variant 
in course of time of the lease contract are compared. According to Boards’ proposal, it is necessary to use subjective 
assessment to determine the probability for each variant. It is the prerequisite for recognition and measurement of 
individual items of assets and liabilities connected with the lease contract:  
x it is supposed the use of leased asset only during primary period (݌ଵ), x it is supposed the exercise of an option to extend the lease term once (݌ଶ), x it is supposed the exercise of an option to extend the lease term twice (݌ଷ), x it is supposed the exercise of an option to extend the lease term three times (݌ସ). 
Following the proposals under consideration five possible options can be taken into account: 
x measurement of assets and liabilities is based only on the primary lease term and the leased asset and the lease 
obligation are re-recognized at the moment of exercising the option based on the real time extension, 
x right to use and lease obligation measurement is calculated for a period of the most likely variant. The calculation 
probability of each variant is the subject of the following table: 
 Table 1. Methodological approach to quantification of particular variants 
Probability Primary term One option is 
exercised 
Two options are 
exercised 
Three options 
are exercised 
 ݌ଵ ݌ଶ ή ሺͳ െ ݌ଷሻ ݌ଶ ή ݌ଷ ή ሺͳ െ ݌ସሻ ݌ଶ ή ݌ଷ ή ݌ସ 
 
x the reporting entity chooses variant for which is more likely to occur than that does not occur, i.e. the cumulative 
probability ݇݌௜ ൐ ͲǤͷ used for lease asset and liability measurement. x the lease term as a basis for the leased asset and lease liability measurement is considered as “virtually certain”, 
i.e. the probability exceeds a certain threshold, e.g. at least 85 % (statistics considers a threshold of 90 % as 
significant). This attitude is quite often appeared in Comment Letters to Exposure Draft of Leases.  
x the measurement is based on probabilistic variants, i.e. the time the lease is determined by the average length of 
the lease. The real period never corresponds with determined length of lease 
The total expenses connected with the corresponding individual variants (a total impact on the net income) can be 
expressed as the sum of amortization of right to use and interest expenses contained in the lease payments: 
ܧ ൌ ܽ ή ݅ ൅ ௉௏ା௕௡ , where 
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ܧ = reported expenses in a particular period, ܽ = ease payment, ݅ = borrowing rate, ܸܲ= present value of lease 
obligation, ܾ = initial direct lease costs, ݊ = lease term. 
 
The model case is used for quantification of the impacts of the options in the financial statements. The course of 
costs over the lease term and corresponding balance sheet items are subject of tables. Measurement of balance sheet 
items and profit or loss during the lease period is corrected to the actual lease term (it is supposed 6 years) in order 
to increase the comparability of the data presented. 
3. Theoretical Background 
The idea of the capitalization of lease contracts (i.e. of recognition of at least part of the lease payment the lessee 
assets and the appropriate amount as a liability of lessee) can be seen also by G4 +1 group, which required the 
capitalization of all liabilities connected with non-cancellable lease contracts with one year or longer lease term. 
This idea was considered to be quite controversial and also launched a wide-ranging debate at that time. McGregor 
(1996), Nailor and Lennard (2000) and others in their contributions dealt with the general potential impacts of 
capitalization in the financial statements of reporting entities, Ryan et al. (2001), Helmschrott (2000), Fülbier, 
Pferdehirt (2005), dealt mainly issues of risk connected with reporting of contingent components of lease. 
Practically all above mentioned authors (and many others) are great supporters of the capitalization of a majority of 
lease contracts classified as operating leases, even though they are aware of the high amount that would be newly 
emerged in the lessee’s balance sheet (and vice versa could be removed from the balance sheets of lessors). 
The first published studies concerning the evaluation of the impact of capitalization of the vast majority of lease 
contracts in the balance sheet were published in the early seventies. For example Nelson (1963) conducted study 
within twelve companies in the USA and evaluated the impact on the financial statements and selected financial 
analysis ratios. Despite the fact that the models of operating leases capitalization differed significantly, the use of 
measurement based on expected cash flows over the lease period can be seen in majority studies (Houlihan, Sondhi 
(1984), Imhoff, Lipe, Wright (1993), Sannella (1989)), etc. Further studies were also carried out in the UK, New 
Zealand and Canada – e.g. Beattie, Goodacre, Thomson (2000). The analysis results were not mutually quite 
comparable, since use quite different methods for leases capitalization. The most commonly used methods of 
capitalization were the SP method, the factor method and the Fitch model. These methods are based on the 
capitalization of the vast majority of lease contracts. The main supporters of these methods are Hartman, Heibatollah 
(1989), Kemp, Overstreet (1990), Comiskey, Mulford (1998). The managements’ attitudes to off-balance financing 
are analyzed in publications as Abdel-Khalik, Rashad (1981), Imhoff, Thomas (1988) and Knutson (1993). 
According to Svoboda, Bohušová (2013) unification of methodological approach for the reporting of leased assets 
regardless of the form of lease (operational and financial) represents a major change from the current rules, which is 
designed in the ED for reporting on the side of lessee. 
On the basis of the arguments resulting from studies carried out and in the effort to develop a single high-quality 
financial reporting system, the IASB and FASB have been working on the common project – Leases. The Boards 
tried to develop a draft of a single model of majority lease contracts reporting. Despite this fact, the dual model of 
reporting on the side of lessor (performance obligation and derecognition approach) described in the Exposure Draft 
(2010) was the results of their effort. Performance obligation approach, as shown by public discussion, appeared to 
be very problematic. The revised Exposure Draft (hereinafter Re-ED) was released in May 2013 as a response to the 
opinions of experts and the general public. The performance obligation approach was completely abandoned. 
On the other hand, it should be noted that a number of comments in the form of Comment Letters criticized the 
intention to use a single concept for all leases due to the fact that economic practice brings a number of very 
different and specific contracts, the nature of which cannot be reported realistically only using a single unmodified 
model (which was the original intention of Boards – all leases recorded using the same methodology), which allow 
only simple lease contracts. 
The basic idea of the new concept of lease reporting is the recognition of the right to use of the leased asset 
during the lease term (right to use) as an item of tangible or intangible assets by the lessee. This right is usually 
straight-line depreciated in the course of the lease contract. At the same time the lessee recognizes the lease 
obligation. It is amortized over the lease term using the specific lease rate. According to Re-ED (2013) leases with 
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duration longer than 12 months are classified into two types. The classification is dependent on whether the lessee is 
expected to consume more than an insignificant portion of the economic benefits embedded in the underlying asset. 
For the most leases of assets other than property (for example, equipment, aircraft, cars, trucks), a lessee would 
classify the lease as a Type A lease. In this case, it is expected that the lessee consumes more than an insignificant 
proportion of the economic benefits, affiliated to the leased asset during the lease term. Quite significant fall in value 
(moral) is often evident in the early years of useful life, it means that also shorter lease contracts of movable assets 
could be largely classified as lease type A. Lessee recognizes both operating expense due right to use amortization 
and financial expense in a form of interest cost as a part of lease payments (decreasing in the course of time). 
For most leases of assets in a form of property (i.e. land and/or a building or part of a building) a lessee would 
classify the lease as a Type B lease. The lessee recognizes the even only operating expenses in this case. In the case 
of complex contracts may, however, if the current Re-ED was adopted it could occur a number of unexplained 
situations. As the initial problem can be considered uncertainty in recognition and measurement of assets and 
liabilities arising from lease in cases where: 
x fixed payments are only a part of a lease contract (primary term) and there is a lessee’s option to extend the lease 
for one or more secondary specified periods, 
x the lease contract is generally for an indefinite period, 
x the lessee has the right to extend lease terms or to terminate the lease contract, 
x the contract contains the option to purchase the leased asset, 
x the lease payment includes a fixed part and a variable part that is based on the fulfillment of certain criteria or 
values,  
x the lease contract contains provisions relating to guarantees for the residual value.  
The IASB and FASB discussions and conclusions of comments letters to the ED and Re-ED results into two 
main possible approaches on how to take into account the uncertainty regarding the term of the lease: 
x the first approach reflects the uncertainty regarding the lease term through the measurement of balance sheet 
items (leased asset and lease liability). Using the probability theory (probability of every variant of the lease is 
assessed subjectively) this is the basis for measurement of the lease obligations and rights to use, 
x the second approach reflects the uncertainty of recognition through its own recognition of balance sheet items. A 
reporting entity decides which term of the lease is the most probable for it. This term is the basis for the initial 
recognition and measurement of lease assets and liability. 
In case of using options to extend or terminate the lease or the measurement of contingent lease payment, three 
possible approaches to take into account uncertainties related to the measurement of balance sheet items connected 
with lease for determination of the expected lease term have been discussed by Boards mostly: 
x probability threshold approach: it is based on the assumption that a reporting entity includes the option to extend 
the lease term in the measurement of the liability if the probability of use the right exceeds a user-defined 
threshold. It may be noted that it corresponds with the treatments applicable in the current IFRS in the lease area. 
The definition “virtually certain or reasonably certain” is often criticized in practice for the poor interpretation, 
x qualitative assessment of the lease term approach: this approach requires lessees to make a qualitative assessment 
of the lease term. This approach would rely on the judgment of preparers to determine the substantive lease term 
on the basis of reasonable and supportable assumptions. However, no quantitative guidance on what would 
constitute the substantive lease term would be given, 
x the most likely lease term approach: the lessee recognizes an obligation to pay lease payments on the basis of the 
most likely lease term. The lessee would determine the lease term on the basis of reasonable and supportable 
assumptions. However, under the most likely lease term approach the lessee would be explicitly required to 
determine the most likely term. This approach is preferred by Boards. 
The decision on the contract extension is different from other financial decisions. This decision is not dependent 
only on the lease cost. The IASB (2009) addresses this issue in an effort to develop a guideline for factors that 
should be considered as relevant in the determination of the lease term by the reporting entity. These factors are 
divided into the following groups: 
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 Table 2. Relevant factors for lease term determination 
Category Description Examples 
Contractual factors Contractual factors that may affect the 
decision of lessee to extend or to terminate 
the contract. 
Lease payment in the secondary period (discounts, 
margin, fixed or market price) 
Guarantees for residual value 
Penalties for termination of contract 
Non- contractual 
financial factors 
The financial consequences of the decision 
to extend or terminate the lease contract 
expressly not included in the contractual 
terms 
Nature of the leased asset (“core” vs. “noncore”, 
specialized vs. non-specialized) 
Location of asset 
Industrial practice 
Lessee’s specific 
factors 
Lessee’s specific intention Lessee’s intention 
Past practice 
 Source: Leases – Preliminary views 
 
Boards favored the approach in which the lessee would take into account only contractual, non-contractual and 
business factors, but not the lessee’s intentions and past practice, when determining the lease term. The IASB wishes 
to avoid intentional misrepresentation of the expected lease period, in the way to suit the needs of the lessees. It is 
clear that the appropriate choice of the expected lease term and its subsequent correction can affect the profit or loss 
and the value of balance sheet items in the desired direction. 
Intention to classify these factors into groups is criticized by many experts. Kleinmann (2011) believes that the 
application of the guideline is not realistic. There is no clear borderline between the factors that should be taken into 
account by lessee and which should not. If the main reason for classification of these factors concerns to prevent 
misusage of lease period for intentional misrepresentation, the Boards should develop the treatment for solution of 
these problems. The author also mentions the other bottleneck – an application of different treatments for recording 
contracts with the same economic substance (contract, which is extended for the next period versus contract, which 
is not extended, it is terminated, however, under similar conditions, it is entered the new contract with the similar 
conditions). It could be an argument for reporting only for the primary period. 
IASB and FASB took into account the possible disadvantages of frequent reassessment of estimates and issued 
the revised ED in 2013. The extension of the lease contract for a secondary period could be included in the fixed 
lease period only, if the lessee has a significant economic motivation to extend the lease contract (similarly in the 
case of the option to terminate the contract). 
Attachment to Re-ED (2013) contains some attributes that should be examined when evaluating the economic 
advantage – especially those mentioned above are contractual factors (lease payments, fees for cancellation) and 
factors specific to the lessee (the anticipated costs in connection with handling assets back to the lessor and initial 
direct costs associated with the lease contract for a similar asset with another lessee, costs incurred by lessee to 
improve leased asset, etc.). Factors specific to the lessee are not significantly considered in Re-ED (2013). 
4. Results  
For the interpretation of individual variations that can occur when the lease agreement entered a model example 
was used. Lease of a fixed asset with an estimated useful life of 12 years was used for this purpose. Annual lease 
payment is 1 500 000 CZK with the incremental annual borrowing rate of 5.6 % p.a. The initial direct costs 
represent 200 000 CZK. There is an option to extend the lease period for two years, this option can be used up to 
three times, with an increase in payments during the third option – the annual lease payment is 1 700 000 CZK. 
Following the considered possibilities the rights of use and lease liability can be measured at the beginning of the 
lease contract in a following way: 
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 Table 3. Initial items connected with lease  
Lease period Right to use Lease liability 
4 years 5 445 622 5 245 622 
6 years 7 669 602 7 469 602 
6.57 years 8 481 210 8 281 210 
8 years 9 663 959 9 463 959 
10 years 11 452 403 11 252 403 
 Source: Authors’ calculation 
Based on the above mentioned methodology individual probabilities of particular variant are determined. The 
probability that the lease contract will not be extended (݌ଵ ൌ ͲǤʹ͸), the probability to exercise an option to extend 
once (݌ଶ ൌ ͲǤ͹Ͷ), probability to exercise an option to extend twice (݌ଷ ൌ ͲǤ͸) or three times (݌ଷ ൌ ͲǤ͸). 
The value and the course of costs associated with each proposed variants are subjects of the following tables. The 
primary lease term is four years, the right to use and the obligation is calculated) in connection to the actual period 
(time) of use of the subject of the lease (6 years) for the purpose of comparability after the initial recognition.  
1. Right to use and obligations measurement is based on the assumption that the entity will use the leased assets 
only during the primary period. The real (actual) extension of lease contract is the reason for a new 
recognition and measurement of leased assets and lease liabilities at the beginning of the extended period. 
Table 4. Values of items during the lease period in CZK 
Item  Commence
ment of the 
lease 
1. year 2. year 3. year 4. year (new 
recognition 
of items) 
5. year 6. year 
Asset (netted) 5 445 622 
 
4 084 217 
 
2 722 811 
 
1 361 406 
 
2 965 582 
 
1 482 791 
 
0 
 
Liability 5 245 622 
 
4 039 377 
 
2 765 582 
 
1 420 455 
 
2 765 582 
 
1 420 455 
 
0 
 
Total expenses  1 655 160 1 587 611 1 516 278 1 440 951 1 637 664 1 562 336 
Source: Authors’ calculation 
2. Right to use and lease obligation measurement is based on the application of variant of the most likely option. 
The probability of each variant for the model case is the subject of the following table: 
 Table 5. Probability calculation 
Item The contract is not 
extended 
The option is 
exercised once 
The option is 
exercised twice 
The option 
is exercised 
three times 
Probability ͲǤʹ͸ ͲǤʹͻ͸ ͲǤ͵Ͷͳͺͺ ͲǤͳͲʹͳʹ 
Source: Authors’ calculation 
In this model case, the highest probability is reached in situation where an option for contracts extension is 
exercised twice, the total lease term is 8 years. The following table expresses the value of balance sheet items and 
the costs for the lease period (1st to 6th year). The option for extension of the lease term is not applied at the end of 
the sixth year and the asset and obligation connected with lease were reported in order to be consistent with real 
settlement with the impact in profit or loss. 
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Table 6. Values of items during the lease period in CZK 
Item Commencement 
of the lease 
 1. year  2. year 3. year 4. year 5. year 6. year 
before 
correction 
6. year after 
correction 
Asset (netted) 9 663 959 
 
9 663 959 
 
7 247 970 
 
6 039 975 
 
4 831 980 
 
3 623 985 
 
2 415 990 
 
 
0 
 
Liability 9 463 959 
 
8 493 941 
 
7 469 602 
 
6 387 900 
 
5 245 622 
 
4 039 377 
 
2 765 582 
 
0 
 
Total 
expenses 
 1 737 977 1 683 656 1 626 293 1 565 717 1 501 750 1 434 200 1 783 792 
Source: Authors’ calculation 
The lessee will change the expected lease term and corrects the amount of right to use and lease obligation to the 
amount of the liability corresponding to the revised time and in the same amount of value adjustments asset-use 
rights for the evaluation of changes in profitability exercise an option for the lessee. Corrected expenses contain the 
case where the asset and liability are settled after the 6th year. 
3. Option in which it is more likely to occur than it does not occur is selected, i.e. ݇݌௜ ൐ option is based on the 
length of the lease for 6 years in the model case. 
Table 7. Values of items during the lease period in CZK 
Item Commencement of 
the lease 
1. year 2. year 3. year 4. year 5. year 6. year 
Asset (netted) 7 669 602 
 
6 391 335 
 
5 113 068 
 
3 834 801 2 556 534 
 
1 278 267 
 
0 
Liability 7 469 602 
 
6 387 900 
 
5 245 622 
 
4 039 377 
 
2 765 582 
 
1 420 455 
 
0 
Total expenses  1 696 565 1 635 989 1 572 022 1 504 472 1 433 140 1 357 812 
Source: Authors’ calculation 
In fact, the planned lease period lasted six years. There was no correction, since the end of the 6th the asset and 
liability should be zero. 
4. Values of items concerning the variant with probability ‘virtually certain’ (probability is at least 85 %) 
corresponds to the values presented as variant 1. 
5. Probabilistic variant, i.e. the time the lease is determined by the average value of the lease 
Table 8. Values of items during the lease period in CZK 
Item   Commencement 
of the lease 
1. year 2. year 3. year 4. year 5. year 6. year 6.57 years 
Asset 
(netted) 
  8 481 210 7 192 925 
 
5 904 640 
 
4 616 355 
 
3 328 070 
 
2 039 785 751 500 
 
0 
Liability   8 281 210 7 217 943 6 093 580 4 904 611 3 647 325 2 317 795 911 870 0 
Total 
expenses 
   1 725 018 1 663 922 1 599 317 1 530 999 1 458 755 1 382 360 661 170 
Source: Authors’ calculation 
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It is evident from the previous tables that the values of balance sheet items relating to the leased asset and the 
associated total expenses for each variant may differ significantly (extreme cases by more than 100 %) in relation to 
the subjective assessment of the probability of exercising an option to extend the lease term.  
5. Conclusion  
The advantages and disadvantages of each of these variants are apparent. The financial statements explanatory 
power, however, depends largely on the ability of management to estimate the probability of each state (excluding 
variant 1). Due to changes of external and internal environment during the amortization of rights to use a completely 
different estimates of the remaining term of the lease may occur, and thus may increase volatility in reported values 
associated with the need of adjustments of balance sheet individual items. Re-ED (2013) required to determine the 
lease period so as the first specified time (the primary lease term). The longer lease period (plus, in the case of an 
option to extend the period of this extension, even if the possibility of extending) should be used only if the non-use 
option for the extension is economically disadvantageous.  
All the above mentioned variants, with the exception of variants based only on the primary lease term are highly 
influenced by the subjective point of view of the reporting entity. The main objective of the common IASB and 
FASB Leases project was the removal of subjectivity in the recognition and measurement of items associated with 
lease. This objective would not be fulfilled if the entity had a choice of the following variants for the classification 
of the lease contract. Moreover, changes in the external and internal conditions could lead to frequent re-
measurement of the relevant items associated with the leased asset on the lessee’s side. It would be necessary to 
develop set of rules for periodicity reviewing estimates determining. 
Based on the above mentioned facts and analyzes, the authors clearly prefer to reflect only the primary lease term 
at initial recognition and measurement of right to use and lease obligation. It may lead to underestimation of given 
balance sheet items. On the other hand the subjective approach is completely eliminated. The subjectivity in 
recognition and measurement could, in extreme cases, lead to deliberate misrepresentation of financial statement 
items. If the entity supposes to exercise the option to extend the lease contract at the time of the lease 
commencement, it is appropriate to require a description of these facts including the factors that could change 
further decisions of the entity in the notes to the financial statements. 
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